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THE ACCOUNTING TREATMENT
OF EMPLOYEE STOCK OPTIONS

Tuesday, June 3, 2003

U.S. HOUSE OF REPRESENTATIVES,
SUBCOMMITTEE ON CAPITAL MARKETS, INSURANCE
AND GOVERNMENT SPONSORED ENTERPRISES,
COMMITTEE ON FINANCIAL SERVICES,
Washington, D.C.

The subcommittee met, pursuant to call, at 10:05 a.m., in Room
2128, Rayburn House Office Building, Hon. Richard H. Baker
[Chairman of the subcommittee] presiding.

Present: Representatives Baker, Ose, Shays, Gillmor, Oxley (ex
officio), Castle, Lucas of Oklahoma, Manzullo, Ney, Kennedy of
Minnesota, Brown-Waite, Renzi, Royce, Kelly, Shadegg, Green, Mil-
ler of California, Toomey, Capito, Hart, Tiberi, Harris, Kanjorski,
Hooley, Sherman, Meeks, Inslee, Gonzalez, Hinojosa, Crowley,
McCarthy, Matheson, Miller of North Carolina, Emanuel and Scott.

ghairman BAKER. Welcome all those who are in attendance
today.

Because of the nature of the panels we have this morning, there
being three in number and the distinguished participants in each
of those panels, I am going to suggest—I have discussed with Mr.
Kanjorski and his side minimizing opening statements to myself
and Mr. Kanjorski, and we will enter into the record all of the
members’ statements for that purpose, simply to expedite our hear-
ing and move forward to important testimony which we will re-
ceive.

Today, the Subcommittee on Capital Markets turns its attention
to expensing employee stock options and, more specifically, H.R.
1372, the Broad-Based Stock Option Plan Transparency Act intro-
duced by Representatives Dreier and Eshoo. This hearing is espe-
cially timely as we are moving towards issues of proposed stand-
ards on the mandatory expensing options later this year.

Stock options for executives, managers and employees have
served as an important tool for cash-strapped companies in their
efforts to attract and retain skilled management and employees.
However, there are clearly two schools of thought on the method-
ology for proper accounting treatment.

Proponents of expensing include the big four accounting firms,
institutional investors, as well as the current Chairman Greenspan
and former Chairman Volcker. Their views and options are a form
of compensation just like salary and bonuses. As compensation is
an expense and as expenses eventually impact earnings, options
should therefore be recorded and subtracted from income.
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Opponents justifiably argue expensing has a different view. They
believe that mandatory expensing would discourage the use of op-
tions and adversely have an affect on innovation, economic growth,
job opportunity and national competitiveness. Furthermore, options
for expenses to company valuation is a most difficult issue. For ex-
ample, use of different option pricing models and different assump-
tions can lead to significantly different economic consequences.

H.R. 1372 would seek to have SEC issue regulatory requirements
which would enhance disclosure of employee stock options while
prohibiting the SEC to recognize new accounting standards related
to stock options until a report is submitted to Congress and to this
committee on the cost-effectiveness of such regulation. This report
would follow a period of 3 years of study.

This is a very controversial but very important issue, and I look
forward to hearing from each of our distinguished panelists this
morning.

I will turn to Mr. Kanjorski for an opening statement.

Mr. KANJORSKI. Thank you, Mr. Chairman.

Mr. Chairman, I, too, am interested in the stock option issue. We
should look at its effect on corporate returns and disclosures.

I think we should move forward with our panel, however. In the
nature of saving time and efficiency, I move that my opening re-
marks be entered into the record.

Chairman BAKER. Without objection. Thank you, Mr. Kanjorski.

[The prepared statement of Hon. Paul E. Kanjorski can be found
on page 82 in the appendix.]

Chairman BAKER. If there be no further statements at this time,
I would like to move forward quickly to our distinguished panel
and recognize the Chairman of the Rules Committee, the distin-
guished David Dreier.

STATEMENT OF THE HON. DAVID DREIER, A REPRESENTA-
TIVE IN CONGRESS FROM THE STATE OF CALIFORNIA

Mr. DREIER. Thank you thank you very much, sir. This is the
first time I have been in this room; and this room has changed a
lot since I have been in here, Mr. Chairman.

Let me say I appreciate the fact that you and Mr. Kanjorski and
the members of this subcommittee have agreed to hold what I
think is a very important hearing, and I believe that what we have
really done here is recognize that there is a problem. We all know
that the problem of corporate corruption came to the forefront, and
your full committee addressed that issue with passage of the Sar-
banes-Oxley legislation. I know that there are many people out
there who are still focused on a number of the concerns, and I be-
lieve that Ms. Eshoo and I are focused on those and really have
tried to step up to the plate and responsibly address this issue with
the legislation that we have introduced.

Now, some have alleged that our legislation is an interference in
the accounting standards setting process. The fact is, Mr. Chair-
man, we can’t divorce—as Members of Congress we can’t divorce
ourselves from our responsibility for dealing with accounting stand-
ards, but we also have to look at the very real impact that those
standards will have on economic growth, investors in this country,
shareholders and the economy as well.
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Unlike the FASB board members, we are elected officials. And I
am not an accountant, I am not an expert on this, Mr. Chairman,
but I will tell you that I know that we have an obligation to the
American worker and to the American investor to do everything
that we can to preserve an environment that allows entrepreneurs
to play a role in growing our economy.

Now, there is a disagreement between those who take a static
view of the economy and see stock options as something that could
theoretically impact shareholders today and those who understand
the dynamics of an evolving, technology-based economy that views
stock options as an important tool for increasing all share value in
the future.

Now, if you try to cement the cost of those stock options and
their grants up front, you will undermine the engine that will grow
the company pie, because mandatory expensing—and I have no
problem with voluntary expensing, but mandatory expensing will
eliminate the use of broad-based employee stock option plans.

I am not concerned about executive compensation. We know
there has been some abuse there, and obviously that needs to be
addressed. What I am concerned about is the potential to jeop-
ardize the stock option plans for employees. I mean, this is a public
policy issue, Mr. Chairman. It is not an accounting issue.

Expensing—mandatory expensing will do little to curb the num-
ber of stock options granted to top executives, but it will directly
harm, as I said, the ability of rank and file employees who enjoy
corporate ownership.

Deborah Nightingale from Sun is going to be testifying in just a
moment, and she is going to talk about—I read her testimony last
night. She is going to talk about the innovation, creativity and the
role that she plays as a partner in her company.

Mandatory stock option expensing not only threatens the high-
growth sectors of our economy but will actually result in an inves-
tor receiving inaccurate information about a company’s use of em-
ployee stock options.

Now, our bill will mandate—Mr. Chairman, our bill will mandate
the uniform and standardized disclosure of employee stock options
without resulting in the elimination of broad-based stock options.

Now you don’t have to be an accountant to recognize that stock
options are not actually an expense. If you look at the definition
of an expense, that is anything that results in an outflow of a com-
pany’s assets or an increase in the company’s liabilities. Employee
stock options meet neither test.

I mean, let’s propose, for instance, that on the first of January
of this year company A had hired a computer programmer at a sal-
ary of $50,000 a year plus 100 stock option grants that can be exer-
cised at a price of $10 no earlier than 5 years from the date of hire.
Only the cash salary and nothing for the options. There is no cash
outflow for the options and no liability created at any time, not
when they are granted, vested or exercised. Indeed, when the stock
options are exercised, the company actually receives money, and
obviously the only thing that ultimately happens is the potential
dilution of that stock. So all shareholders need to do is be informed
of exactly what that option package consists of, and that is what
our legislation is designed to do.
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Now, Mr. Chairman, the fact is employee stock options never ac-
tually impose an expense or cost on companies. Since that is the
case, why is there this endless debate with FASB and others in the
accounting community over expensing stock options or explaining
exactly what the cost to companies is?

Well, that brings me to, actually, a visual aid that I have here,
Mr. Chairman; and I would just like to share this with you.

This is a map of the universe from 2,000 years ago; and basically
Claudius Ptolemy, as we all know, came up with this amazing the-
ory that the earth was the center of the universe, and for 1,500
years—that is 15 centuries, Mr. Chairman—that view continued on
and on and on by great minds who basically supported the Ptole-
maic theory and Copernicus, Galileo, Brahe, the whole gang of
these people ended up supporting it. The Mathematical Compila-
tion, a 13-volume treatise, was put together, and guess what? We
found, when all of a sudden Johann Kepler came forward, that
while 15 centuries of stating that the earth was the center of the
universe was out there, they were wrong.

It is true that you can take all kinds of facts and justify almost
anything, but it doesn’t necessarily make it right. That is why I
don’t believe that options are an expense, and I hope very much
that we will be able to expeditiously move forward with this legis-
lation to address the understandable concerns that FASB and all
the rest of us raise.

Thank you very much, Mr. Chairman.

Chairman BAKER. Thank you, Chairman Dreier. We have mem-
bers requesting copies of that chart for further:

Mr. DREIER. And I will tell you that likely you might conclude
that this is a meeting of Sherwood Boehlert’s Science Committee.

Chairman BAKER. It could be helpful to a lot of us I think. Thank
you.

[The prepared statement of Hon. David Dreier can be found on
page 75 in the appendix.]

Chairman BAKER. Our next witness this morning is the Honor-
able Anna Eshoo, distinguished Member, and glad to have you here
as a cosponsor of this important legislation.

STATEMENT OF THE HON. ANNA G. ESHOO, A REPRESENTA-
TIVE IN CONGRESS FROM THE STATE OF CALIFORNIA

Ms. EsHO0O. Good morning, Mr. Chairman. Thank you for having
me here today to testify on the issue of expensing of stock options
to the distinguished ranking member Mr. Kanjorski and to the
Chairman of the full committee Mr. Oxley, who has worked with
us to have this hearing. We very, very much appreciate it.

I want to divide my comments up into what the expensing of
stock options will not do and then the plus side of what stock op-
tions represent to the rank and file employees in so many compa-
nies in our companies today.

I think, first of all, that the term stock options is something that
people instantly think of when the term is stated that it has—it is
a term that has become sullied; and that, of course, is the result
of the misuse and the abuse of stock options that produced the
scandals and the excessive executive compensation. I believe really
that these events have led to a renewed call, because this is a call
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that took place many years ago in my first term when I came to
the Congress in 1993, and I think that these events have led to the
call for expensing, leading many to believe that this is the ultimate
prescription for what might ail us.

Congress, as you know, and this committee of course knows, re-
sponded by the Sarbanes-Oxley bill that passed in the last Con-
gress.

So what will the expensing of stock options not accomplish? What
will it not do?

First of all, in my view, the expensing of stock options will not
rein in any excessive executive compensation in corporate America.
If in fact stock options are not available, anyone that is at the top
of a company, a corporation, that board of directors is going to find
some way to compensate people that are at the top. There may be
some things that we haven’t heard of, but certainly top executives
in this country will be compensated, compensated well, and it is
their board of directors and their respective committees that will
take care of that.

I think it is relatively easy for companies like GE and Coca-Cola
to expense stock options. Keep in mind that they provide stock op-
tions to only a few, a very small number of their rank and file, and
provide those stock options on a smaller basis to their executives.

Companies in my district and many other companies across the
country today—in my district, it is mostly biotechnology and high-
technology sectors. They use stock options very differently than the
companies that became the poster children for corporate fraud.

If in fact the expensing of stock options had been on the books,
the debacle at Enron would have still taken place. So it should not
be thought of as the prescriptive that some have described.

Rather than handing out options only to senior executives, new
economy companies offer them broadly, and when I say broadly, it
is very broad. They turned their entire employee base into cor-
porate partners who have a stake in the future success of their
company.

Recent research indicates that at the top 800 technology compa-
nies in our country, 80 percent of the stock options are granted to
the rank and file employees, not senior executives, and in the last
decade over 10 million employees have received stock options.

So who loses if stock options are required to be expensed? Not
senior executives who will be compensated, as I said, in one way
or another. But it is the rank and file employees. They are the ones
that would lose out on this benefit. Why? Because, faced with the
prospect of taking a huge charge against their bottom line in ac-
counting statements, most companies would simply drop the broad-
based option plans and eliminate this benefit to all but senior ex-
ecutives.

Broad-based—I think it is very important for the committee
members to take this out of the hearing, that broad-based stock op-
tion plans have turned employees into corporate partners by tying
the interest of the employee together with the company and its
shareholders.

Small entrepreneurial companies start up with very little capital,
and so they have used stock options as the magnet to attract and
to retain bright and talented employees that are critical to that
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company’s success. And seated to my left is one of those employees,
Debbie Nightingale of Sun Microsystems. She obviously is going to
testify and speak to you in her personal story, but what you should
also know is that she serves part time as a lieutenant colonel in
the Army Reserves.

I just returned from Iraq with Chairman Hunter, and were it not
for the role that our Reserves are playing, we would have had a
much, much tougher time in the engagement there.

I also have brought, Mr. Chairman, a very thick compilation of
statements from employees that I ask be placed in the record as
well.

Chairman BAKER. Without objection.

Ms. EsHOO. Thank you.

[The following information can be found on page 173 in the ap-
pendix.]

Ms. EsHOO. These employees have used their options to purchase
their first homes, to send their kids to college, to finance their re-
tirements, to donate and sometimes begin foundations and char-
ities; and they have contributed to our economy every step of the
way.

Now, the FASB has indicated it will only focus on accounting
standards and not economic standards when it rules whether to re-
quire stock option expensing. I agree that accounting standards are
best left to FASB, but promoting job growth and economic viability
is a responsibility of the Congress. It is something that we all have
the responsibility for. So while FASB says it won’t look at the eco-
nomic impact its decision will have, again, we have the responsi-
bility to examine these factors and ensure that our national policies
foster economic growth.

Investors and shareholders access to information on how compa-
nies use stock options can and should be bolstered without throw-
ing the baby out with the bath water, as expensing really would
do.

The legislation that Chairman Dreier and I have introduced we
believe strikes an appropriate balance by requiring companies who
offer stock options to disclose additional information to every share-
holder and potential investor. Our bill, H.R. 1372, requires and in-
cludes plain English descriptions of share value dilution. That is
something that investors and potential investors should be able to
see and understand.

The bill expands and builds a more prominent disclosure of stock
option-related information, and it includes a summary of stock op-
tions granted to the five most highly compensated officers in a com-
pany or corporation.

The bill also directs the SEC to monitor the effectiveness for in-
vestors of the enhanced disclosure requirements and report its find-
ings back to this committee, and during that time frame the SEC
would be prohibited from recognizing as a generally accepted ac-
counting principal any new accounting standard on stock options.

What our legislation does not set is accounting standards. Some
have criticized this provision as a mandate on FASB, and nothing
in our bill requires Congress to get into the standard-setting busi-
ness. Congress can and should do many things. I don’t think it
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should do that. We have problems keeping up with our own books,
much less do otherwise.

The legislation directs the SEC to exert its appropriate role in
maintaining the integrity of our markets and to ensure that our
economic policies foster growth. Forcing companies to expense stock
options at some arbitrary value as the FASB decision is likely to
require I think would be both misleading to investors and to share-
holders alike. Our legislation provides greater transparency about
the use of stock options without unfairly penalizing the innovative
employees that are really building America’s economic future.

So I thank you, Mr. Chairman, to the ranking member, and to
the Chairman of the full committee for inviting us here today to
speak to a story of success in our country and that we can move
on in terms of transparency and other reforms without damaging
what has become one of the most important recruiting and mainte-
nance tools for small companies and others in our country. Thank
you very, very much.

Chairman BAKER. Thank you, Ms. Eshoo.

[The prepared statement of Hon. Anna G. Eshoo can be found on
page 78 in the appendix.]

Chairman BAKER. Which leads us to our final participant in this
panel, a Project Manager for Sun Microsystems, Ms. Deborah
Nightingale. Welcome, Ma’am.

STATEMENT OF DEBORAH NIGHTINGALE, PROJECT
MANAGER, SUN MICROSYSTEMS

Ms. NIGHTINGALE. Thank you, Mr. Chairman.

Thank you, Mr. Chairman and committee members, for the op-
portunity to speak to you today about the importance of broad-
based stock options to rank and file employees nationwide. I would
also like to thank Representatives Dreier and Eshoo for their lead-
ership on this important issue.

I am here today speaking as one individual, but I know that I
represent the view of thousands of my colleagues at Sun Micro-
systems and hundreds of thousands of employees nationwide.

Today, I have a dual career, working full time for Sun Micro-
systems, and I serve part time as a lieutenant colonel in the Army
Reserves. I started my career on active duty, and after 5 years I
did make the decision to pursue some civilian opportunities. How-
ever, I have always remained in the Reserves, because I enjoy the
military.

Within several weeks after 9/11, I was mobilized for over 6
months to help lead the airport security mission at San Francisco
and other northern California airports. In the 15 years since I have
left active duty, I have worked for four companies, both high-tech
and non-high-tech.

Having worked in both high-tech and non-high-tech, one big
differentiator, in my opinion, is employees in high-tech do tend to
be more innovative and entrepreneurial. Granted, high-tech often
pays more, but the question is, once you have a well-paid, secure
employee, how do you keep him or her motivated to keep inno-
vating and taking risks? One simple and very effective answer—so-
lution is stock options.
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I think and work differently as a result of stock options. I have
always been a dedicated employee, but due to stock options I am
incented to do much more than simply work hard and please the
boss. I am motivated to drive results for Sun Microsystems so that
I can participate in some sizable profit sharing, not just a better-
than-average pay raise.

Working in operations, I am constantly looking for innovative
ways to cut costs so that Sun Microsystems can continue to invest
in their R&D. I have a strong sense of ownership and a real stake
in Sun. Simply put, Sun does well, I do well.

As a member of the Armed Forces, I know that the technologies
developed by U.S. high-tech are key elements of our military
strength and our national security. A unit under my command as
a battalion commander deployed to Iraq about 4 weeks ago. As a
result of a recent fire fight in Iraq, one soldier has been evacuated
to Spain and will be coming back to the U.S. for major surgery be-
fore he will be returning home. These soldiers are in harm’s way
every day. I will never forget what one senior officer said to me:
We need to do whatever we can to make sure it is a very unfair
fight in our favor.

I worry every day about those soldiers over there, but I do feel
just a little bit better knowing that we have given them the best
technology and equipment in the world. We need to ensure that
U.S. high-tech companies maintain their competitive edge. I defi-
nitely worry about the possibility that other foreign competitors
could begin using broad-based stock options just when the U.S. is
taking measures to curtail the feasibility for our U.S. companies.

In summary, broad-based stock options are really good for both
companies and employees. Stock options are a key reason that I
came to work for a high-tech company and a key reason that I stay
at Sun. Broad-based stock options create employee commitment
and loyalty. They attract and encourage innovators and entre-
preneurs. They give U.S. companies a competitive advantage, and
St?f(‘:k options really do matter to rank and file employees like my-
self.

In summary, H.R. 1372 makes a lot of sense to me. It increases
disclosure requirements right now without discouraging any broad-
based stock options. It also provides for more time to study the
issue and look for win-win solutions. This issue is an important
issue to me and my fellow employees. We do not want to see broad-
based stock options eliminated.

Thank you very much.

Chairman BAKER. Thank you very much, Ms. Nightingale.

[The prepared statement of Deborah Nightingale can be found on
page 166 in the appendix.]

Chairman BAKER. Ms. Eshoo, you raised a point in your com-
ments with regard to FASB’s focus on accounting principles as op-
posed to economic policy. Is it your judgment that the current
availability and reporting methodology for options enhances capital
formation, business creation? It is a tool of principal value to the
smaller not necessarily technology based but innovative companies
that are out there that otherwise might have difficulty in attracting
capital that a larger brick and mortar institution with a track
record might not have.
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Ms. EsH0O. There isn’t any question in my mind that it has
served as a very, very effective tool. I am looking across both sides
of the committee, and I think most of the members have come to—
at one time or another travelled to my Congressional district, and
so—and because members wanted to learn how these small compa-
nies, these incubators were—you know, what the ingredients were
that was spawning the companies, the ideas, but also the tools that
help attract employees and to hold them.

Now, I think it is really a great American story. Now, why we
would want to take an accounting standard to rejigger this and de-
stroy it is still a real question to me. There is not—there isn’t any
question in my mind that this has served very, very well. I mean,
Debbie’s story is one of—an eloquent story of tens of thousands. So
I think that we really shouldn’t be throwing the baby out with the
bath water.

Are there more reforms that can take place? Absolutely. But this
accounting standard that wipes out what the rank and file are
going to get, keeping in mind that executives will always be rec-
ompensed in some way I think is wrong-headed. But has it at-
tracted employees? Absolutely, and it is a retention tool as well.
And keep in mind, again, that small companies don’t start up with
a great deal of capital. This is one of the magnets that has drawn
some of the best and the brightest to the companies that then go
on and build, and the average person has really won under this—
you know, what has taken place. I don’t have any question in my
mind, and I think that members that have travelled to my district
and the region that I am from have seen this firsthand.

Chairman BAKER. Chairman Dreier, do you see it as a start-up
issue, or do you see it in a broader perspective with regard to ex-
pensing of options?

Mr. DREIER. Well, I mean, it is a broad issue. But I will tell you
that if you take, Mr. Chairman—look, up until recently, 45 percent
of the gross domestic product growth in this country has emanated
from the tech sector of our economy. We are hurting—and I rep-
resent the Los Angeles area. I am not from the Silicon Valley, but
we know that this has been broadening all across the country.

This morning I was listening to National Public Radio, and they
were talking about a program that is going on today on the tech-
nology sector right here in the District of Columbia. We know we
have the corridor going out to Dulles Airport. It has grown all over.
There are start-up companies that need to have an incentive to
continue to pursue their work, and we all recognize that there has
been a problem of corporate abuse. I mean, there is no secret about
that whatsoever.

That is why I believe empowering shareholders and investors
with more information as to what the policy is rather than putting
into place a policy which frankly not FASB—I don’t believe FASB—
but there are some forces out there, Mr. Chairman, that have as
a goal the complete elimination of stock options, and to me that
would do more to undermine the entrepreneurial spirit for existing
companies as well as those start-ups than almost anything else.

Chairman BAKER. I thank the gentleman.

I think much of the comment is based on the presumption that
when an option is granted the only way that thing is going to go
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is up. There hasn’t been a lot of discussion about the consequences
of when things go in reverse, and I think that is an area where we
need to do a lot of examination.

Mr. DREIER. We have certainly seen that.

Chairman BAKER. I have no further questions but just want to
thank both of you for your testimony and participating in this hear-
ing this morning.

Mr. Kanjorski.

Mr. KANJORSKI. Thank you, Mr. Chairman.

An interesting history lesson Mr. Dreier gave us, 1,500 years of
perhaps incorrect analysis of where we were. I wonder if that ap-
plies to the——

Mr. DREIER. I wouldn’t say perhaps. I don’t think that—we still
think that the earth is the center of the universe.

Mr. KANJORSKI. I know there are some members of this com-
mittee, Mr. Dreier, that may be flat-earthers that don’t overargue
that point.

Mr. DREIER. They didn’t believe there was a flat earth, actually,
about—that is another misnomer, if you want to continue the his-
tory lesson.

Mr. KANJORSKI. But it just raises the question that there is a
large, compelling thought that tax cuts will stimulate the economy
by a large element. So that theory may also be tested sometime in
the future.

Mr. DREIER. Well, it worked under President Kennedy and it
worked under President Reagan and it worked under President
Harding and I think that it will work under President Bush.

Mr. KANJORSKI. Well, if we assume that that is what—the com-
pelling reasons for the successes of those economies, but we will
argue that another day.

There has to be a middle ground here. Certainly I don’t think we
should take it upon ourselves to make a judgment as to what the
proper tools to stimulate the economy, encourage entrepreneurial
activity is, but, on the other hand, we have seen that in some in-
stances stock options have led to abuses which have caused prob-
lems which have put investors at risk, just as off-shore deals in
Enron caused a great deal of problem.

I just looked at a paraphrase that I was going to ask two con-
gressional witnesses, particularly Mr. Barrett of Intel, who will be
on the next panel. He suggests certain conditions under which we
could establish a rhyme or reason how you look upon—if you have
had an opportunity to know what his position is and how you look
upon his thoughts of—maybe I should relate it to all employee
stock option plans should be approved by shareholders. No more
than 5 percent of the options should go to the top executives, while
permitting substantial majorities of employees to participate. Com-
panies should provide more frequent and understandable disclo-
sures. Options should vest over longer periods, like 4 years, and
compensation committees should be comprised of outside directors.
Finally, he argues that expensing options under the Black-Scholes
technique is inherently inaccurate.

Do you have any thoughts on his proposals?

Mr. DREIER. Well, I don’t know that he is proposing actually
mandating all of those provisions. I believe that the policies that
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a company moves ahead with are policies which clearly should be
disclosed to shareholders. That is the goal that Ms. Eshoo and I
have with our legislation here.

I know that there are—and I am not going to speak for any of
the other witnesses who are going to be coming forward, but I
know that there are some of the panelists who are proponents of
expensing who actually believe that Black-Scholes should not be
the guide here, just as Mr. Barrett points out in his statement. But
I think that, again, empowering investors, shareholders with as
much information as possible as to what that company’s policies
are, if they choose to expense, they clearly should be able to do
that. We just want with our legislation to have as much informa-
tion made available as possible so that they understand the impact
that it will have on the value of their investment.

Ms. EsH00. To the distinguished ranking member, I think that
Mr. Dreier has covered that well. I would just put out on the table
a couple of other thoughts, and that is that, again, the term stock
options having become sullied, and I think that the way perhaps
you look at this legislation should be that we are establishing a
firewall so that the broad-based is not wiped out.

When you think of the companies—and we—there was a lot of
debate and reference to the companies that were involved in the
scandals. You didn’t read or hear about those that did broad-based
stock options as being part of that mess, most frankly; and I don’t
think you can point to an employee stock option anywhere in the
country that has been abused or is the source of some kind of scan-
dal. So it is something that I think Republicans and Democrats
alike should be looking to protect. This is for extraordinary, ordi-
nary people. We are not talking about the top. We are talking
about what goes across a company, whether it is small, medium or
large. So I think the appreciation of what they are should be what
is kept in the forefront and what it does for our overall economy.

This one-size-fits-all accounting standard that is being proposed
by FASB is what is going to wipe it out. We are saying don’t let
that take place, and I think the ideas that—and I think it is impor-
tant that the scandal that ripped through this country that less-
ened the confidence of the American people to invest, that those
that head up companies and corporations certainly should be com-
ing forward with ideas about how to create greater transparency
and such, and we have some of those things built into the bill.

Mr. KANJORSKI. Thank you, Mr. Chairman.

Chairman BAKER. Chairman Oxley.

Mr. OXLEY. Thank you, Mr. Chairman.

Let me first welcome our witnesses, particularly our good friend,
the Chairman of the Rules Committee, the distinguished Chairman
of the Rules Committee.

Mr. DREIER. Nice to be on this side of the table.

Mr. OXLEY. Yes.

And to my former colleague from the committee across the hall,
we are glad to have you with us as well; and we are glad to have
an opportunity to provide a forum for this most interesting issue.
It has been my experience that after passage of Sarbanes-Oxley
that the perception out there, right or wrong, is that somehow by
expensing stock options you have got a silver bullet that would
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somehow end all of the problems that we have had in corporate
America, and obviously you have been around long enough to know
that it is not that easy, and it is a far more complicated than that.

Let me ask both of our congressional witnesses to respond. Greg
Barrett, the Intel Chief Executive Officer, is going to be on our
third panel; and reviewing his statement, he says that mandatory
expensing of stock options means that stock options ultimately will
only be offered to the most senior managers, if at all.

From your perspective, is it good public policy to go in that direc-
tion? And what does that say about rank and file workers and the
potential for growth in the economy and particularly attracting
those kinds of workers?

Mr. DREIER. Well, thank you very much for that question, Mr.
Chairman.

I think that we have tried to make it very clear here. I am not
going to worry about the compensation of executives. I mean, these
men and women are very smart, shrewd, capable people. They are
going to figure out how to get compensated.

But if we move towards expensing, which jeopardizes the poten-
tial for growth in so many of these companies, my fear is that what
will happen is that the Deborah Nightingales of the world will be
the ones who will not have the incentive that is necessary to con-
tinue with this creativity.

Remember, Mr. Chairman, I mean, our quality of life and the
number of jobs that have been created have been tremendous. Our
quality of life has been improved because of technological advances
that we have seen.

Deborah was just talking about the very important national secu-
rity, the armed services aspect of this in dealing with the war in
Iraq. We know that so many of the things that we enjoy have come
from this, and the idea of squelching this creativity among rank
and file employees I think would have a devastating impact on
both job creation and our quality of life.

Ms. EsHOO. Mr. Chairman, first, let me thank you again for your
leadership and your working with us to create this forum and ex-
amine this issue, which is really so important to the economic life
of our country, healthy economic life of our country.

I think that any suggestions that corporate leaders have, both
Mr. Barrett—that the committee should pay close attention to it.
I mean, this is all about ideas on how to create better transparency
and to continually rebuild the confidence that the American people
have ultimately in our markets and the system that we have. I
mean, that is the coin of the realm. That is why we have the broad-
est, deepest markets in the world. If there is anything that we have
worried about is what the scandals did to affect the average inves-
tor, and we know that we have many average investors in our
country today.

So on what any of the ideas are, certainly pay close attention to
them for more transparency and increasing the confidence of poten-
tial investors and the investors that are there, but also I think
that, again, we can’t—I think at a time—I have almost 10 percent
unemployment in my congressional district today, close to 10 per-
cent unemployment, and this is the place more than any other
place in the country that fuels our national economy. Why would
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we choose to take something that has been an overwhelming suc-
cess with employees, broad-based stock options, and cast it aside
today, I really don’t know.

I think the Congress can accomplish two things: higher trans-
parency, better transparency and the protection of these broad-
based stock options. I think we can do both. I think we can accom-
plish both.

Mr. OXLEY. Thank you.

Mr. Chairman, let me commend you for putting together an all-
star group of witnesses today, and we look forward to the testi-
mony of the other panels as well. But we appreciate our colleagues,
garic{icularly Ms. Nightingale, to have you with us today, and I yield

ack.

Chairman BAKER. Thank you, Mr. Chairman. We appreciate the
courtesy of your attendance as well.

We will go regular order. I just have—note that we have a num-
ber of members who have expressed an interest in questions, and
we do have a couple of more panels of prominence this morning.
So I will go down the order by time of arrival and certainly want
to be recognized, but the courtesy of brevity will be most appre-
ciated and noted.

Mr. Gonzalez.

Mr. GONZALEZ. The simple question is, who will determine the
method—or the manner of methodology? Is it going to be FASB? Is
it going to be the SEC? Is it the new accounting board? Because
the final analysis, whether we wait 3 years or not, if we disagree
with ?the findings or the determination of FASB, what are the op-
tions?

Mr. DREIER. Well, let me just say that our goal with the legisla-
tion is very clearly just to have each company provide whatever
structure they have in place for their handling of options, have that
information become—be made available to the investors who are
out there, to the shareholders. That is our goal with this legisla-
tion. That is why it is called the Broad-Based Transparency Act.

Ms. EsH00. Well, what the bill calls for is for the SEC to exam-
ine how the higher transparency that is called for in the bill actu-
ally works, and that is very important. I think for those of you that
may not be absorbing the message that Chairman Dreier and
Debbie and myself are here to talk about today, I think it is very
important that the SEC examine this. We really should have a de-
finitive statement based on a good, solid period of time to under-
stand what this means to our economy and also what the greater
transparency would bring about, and the bill provides for that.

Mr. GONZALEZ. And at the end of 3 years if FASB remains in
their position today?

Ms. EsHOO. Pardon me?

Mr. GONZALEZ. What happens is they come out with the same
methodology whether you wait 1 year, 2 years or 3 years. Are we
going to have someone trumping basically FASB?

Ms. EsHO0. Well, I think that it is very important to build into
this something that FASB does not do, and they have stated that,
and it is fair enough for them to state that they do not include eco-
nomic considerations in their considerations for accounting stand-
ards. They stop at accounting standards. They do not take into con-
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sideration economic impacts. That is where we come in, and that
is why we have built what we have built into in the bill.

Mr. DREIER. Obviously, Mr. Gonzalez, this is something that will
continue to be addressed as we go down the road. We just believe
that right now it is important for us, recognizing, having put into
place the Oxley-Sarbanes legislation, we need to ensure that we
don’t throw the baby out with the bath water. We want to do every-
thing that we can to make sure that the Deborah Nightingales of
the world still have opportunity. That is our goal.

Mr. GONZALEZ. Thank you very much.

Chairman BAKER. Thank you, Mr. Gonzalez.

Mr. Shays.

Mr. SHAYS. Mr. Chairman, in the sake of moving forward, I hap-
pen to agree with my colleagues and understand where they are
coming from. I thank you for being here, thank you and would
defer questions.

Chairman BAKER. Thank you for your insight, Mr. Shays.

Ms. McCarthy.

Mrs. McCARTHY. I thank my colleagues. Again, my question was
actually already answered the second time around, so I will pass
on to the next speaker.

Chairman BAKER. Thank you very much.

Mr. Green.

Mr. GREEN. Thank you, Mr. Chairman.

Mr. Chairman, I am interested in hearing from the next panel,
so in the interest of time I will pass as well.

Chairman BAKER. Thank you, sir.

Mr. Emanuel.

Mr. EMANUEL. This is a question for both Members. Have you
found any difference between a start-up company and its use of op-
tions to recruit talent versus an established company that is al-
ready a NASDAQ-listed company and its use of options where they
permeate throughout the company from top management down and
how—Dbecause I have heard in your presentation, obviously, the im-
portance of options in the sense of recruiting talent, but where does
that exist for a company in the early studies today versus a start-
up, versus an established company listed on NASDAQ, et cetera?

Mr. DREIER. Well, it is a very good question, Mr. Emanuel; and
I will tell you that I believe that both are equally important. Obvi-
ously, when we think about the technology sector of our economy,
we think about the amazing success stories, created from abso-
lutely nothing over a relatively short period of time, ultimately
being job creators and then, as I was saying to Mr. Oxley, improv-
ing our quality of life, our standard of living. So the real attention
is focused on those new start-ups, but this is obviously something
that you are going to be hearing from Mr. Barrett in his testimony
about the impact that mandatory expensing could have on a large
company which is out there, still very creative, but obviously it
would have a greater impact on a larger number of people, a detri-
mental impact on a larger number of people than the potential that
exists with the start-up companies.

Ms. EsH00. I agree with Chairman Dreier. I think it is impor-
tant—and you already know this—that just as your children are
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small and they grow, these small companies have grown in rel-
atively short periods of time.

Mr. EMANUEL. You are not suggesting I give options to my kids.

Ms. EsH0O. Well, you have a real investment in them. That is
for sure.

I would suggest to members that they get a copy of this book, In
the Company of Owners, and it says why every employee should
have them. I think it is the most definitive look at stock options.
It is by Joseph Blasi, Douglas Kruse and Aaron Bernstein; and if
any of you have questions on where to get it or wherever, I can tell
you about it.

Mr. DREIER. You can get it online, is where you can get it.

Ms. EsHOO. Well, it may have been sent to Members as well. If
it is sitting in your office, take it home, because this will be highly
instructive to you and goes to the heart of many of the questions
that have been asked, both in terms of small companies, large, how
they would be affected. They all have employees, and I think that
the story over the last decade of what broad-based stock options
have done, both in the offering of them and the growth of compa-
nies, is pretty clear.

I think that Debbie wanted to add something to this.

Ms. NIGHTINGALE. Thank you very much.

I just want to add that, living and working in Silicon Valley, 1
definitely have seen and had a perspective of friends and peers of
mine that have taken that big leap and gone off to work for a small
company that has offered them a bunch of stock options. They
leave a larger-paying job to go to a smaller-paying job to go off and
be entrepreneurs and take that chance.

In addition, though, I would say, as an employee of Sun Micro-
systems, Sun at one point not too long ago was one of those little
start-ups. It is now a very big company. But working within a big
company, I think the stock options absolutely have a role as well.
Because big high-tech companies that don’t keep innovating go out
of business. The history books show lots of examples.

So while I might have a little bit more security working for Sun
Microsystems, if myself and my peers and everybody else does not
keep innovating and keep taking chances then Sun is in trouble.
And it is really because of those stock options, as I mentioned in
my testimony that we go the extra mile. You know, I could just sit
by, easily doing my job, keeping the boss happy, not really taking
that risk, but instead myself and my peers absolutely will go the
extra mile, work those 60, 70, 80-hour weeks that we are not being
paid for because we stand to benefit a lot if these stock options be-
come of great value.

Thank you.

Chairman BAKER. Thank you, Mr. Emanuel.

Mr. Ose.

Mr. Ost. Thank you, Mr. Chairman.

I want to welcome our witnesses here. I am ordinarily on the
other side of this discussion from the Chairman, so it is good to see
you. Ms. Eshoo, nice to see you. Ms. Nightingale, Lieutenant Colo-
nel, welcome.

I think at the heart of this legislative proposal is the issue of
mandating a certain treatment for these stock options, and at the



16

heart of that question is how do you go about valuing them. One
of the things that I struggle with, which I would appreciate your
input on, is whatever system you use for valuating these stock op-
tions, whether they be narrowly or broadly distributed, there are
assumptions underlying the valuations. Is it your concern that the
assumptions, say, under a Black-Scholes method or some iteration
of that, is it your concern that the assumptions will be as inac-
curate, perhaps, as the current levels of disclosure might be?

Mr. DREIER. Absolutely. I mean, that is—I think that it is vir-
tually impossible to make a determination as to exactly what that
value is; and, as I say, the only impact that really is going to come
here upon exercise of those options is ultimately diluting the value
of that stock. That is why our goal here is to focus on the share-
holders, the investors to provide them with as much information as
possible.

Ms. EsHOo. I think it is important to note that in the Sarbanes-
Oxley legislation that executives are now required in a very clear
and—a clear and strict manner to report under penalty of law
what—you know, their statement of financial health of the com-
pany, and they are held responsible for that.

Now, if in fact you add to this the mandatory expensing of op-
tions and you cannot predict what the value of those options are
going to be, what does that do to Sarbanes-Oxley? What does it do
to people that have to report as that law requires? So it points to
the weakness I think of the FASB proposal in that it is next to im-
possible to state what the value that—the value of those options
are going to be, and I think it is an intrinsic weakness of what the
proposal presents. In real life, I don’t know how these executives
are going to be able to, as I said, stay true to and remain whole
and legal, so to speak, under Sarbanes-Oxley in the obligations
that they have as a result of that law.

Mr. Osk. If I might recast Ms. Eshoo’s remarks, I think this ex-
actly pinpoints the problem here. We are potentially criminalizing
by mandate assumptions having to do with future interest rates,
future discount rates, future earnings, future inflation, future
changes to market conditions and the like that no one from Mr.
Greenspan to Mr. Buffett to Mr. Baker or Mr. Ose can accurately
predict, and this is a horrendously questionable approach, notwith-
standing our desire to disclose to the investing public what it is
they need to understand in these financial statements. I just want
to be clear. We are potentially criminalizing mistakes on assump-
tions made in valuing these options that no one can predict with
certainty out into the future.

Thank you, Mr. Chairman.

Mr. DREIER. Thank you, Mr. Ose, for being a cosponsor of our
legislation.

Chairman BAKER. Thank you, Mr. Ose. I don’t know about Mr.
Greenspan or Mr. Buffett, but you certainly were right with regard
to forecasting my abilities.

Mr. Scott.

Mr. Scort. Thank you very much, Mr. Chairman.

I would just like to ask a question of my distinguished col-
leagues, Ms. Eshoo and Congressman Dreier. On the stock options,
do you believe that stock options provide appropriate incentives to
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executive employees, number one? And, secondly, do you believe
that stock options should be spread out among employees other
than executives or that executives should have only a certain per-
centage of their compensation in stock options?

Mr. DREIER. Well, those are good questions, Mr. Scott. Thank you
for them.

I will say that, as Mr. Kanjorski pointed out in outlining Mr.
Barrett’s testimony that you will be hearing in a few minutes, he
talks about a level of compensation that executives should receive
as far as options are concerned; and, as I have said, I am not con-
cerned about the compensation that executives get. I mean, they
are going to figure out how to be compensated. My concern is that
this proposal could jeopardize the opportunity for the Deborah
Nightingales of the world, the rank and file employees who are
coming up with these innovative, creative proposals to succeed, and
that is really what I think we are getting at here.

So the answer to your question, sir, yes, I want to make sure
that we have these options made available to those who are work-
ing on the front line in these companies. I think that is a very, very
important thing, and that is part of the incentive, as Deborah just
said. People who are actually in reasonably high-paying jobs, they
will take a lower level of compensation to go to a start-up company
with options being made available so that they can be part of that
engine for growth.

Mr. Scott. Thank you.

Ms. EsHoo. I think, to my colleague and friend, that it is impor-
tant to note that in H.R. 1372 that we call for a summary of stock
options granted to the five most highly compensated officers. I
think that that is very important not only for investors and poten-
tial investors but for everyone in a company, in an organization to
know who has what and how much of it. I don’t think that informa-
tion was readily available in many of the companies that brought
about and participated in the ruination, really, of many people’s
lives in the country and the companies that they worked for. So I
think that is a very important consideration.

There may very well be coming from this committee and from
outside the Congress some even better ideas for transparency, and
I think that we should—I know that Mr. Dreier and I are open to
that, and also the members of the committee as well, because this
is all about a delicate balance. And I have respect for FASB. I don’t
think that they are in the business of writing accounting stand-
ards, and I respect that, and I have in the past with legislation
where I didn’t direct them to do anything, but I thought it was the
responsibility of the Congress on economic issues to step in.

So, yes, this is important and should be protected for rank and
file for the broad-based organizations, those that are a part of it,
but I also think that—and we know what we have built into the
bill, and that is why I restated.

I think that—I hope we have, you know, answered your ques-
tions. They are very good ones, and we have to keep being sensitive
to that. It is not just because we are in the aftermath of these scan-
dals. I think what the scandals have taught us is that we better
very well take care of the investing public. Otherwise, no matter
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what is on the stock market, they are not going to want to go near
it.

Ms. EsHOO. These options and what they represent to people are
a very important part of that mix.

Mr. Scort. Thank you both very much.

Chairman BAKER. Thank you, Mr. Scott.

Mr. Royce.

Mr. RoycCE. Thank you.

Chairman Dreier, I think your point is the question of whether
we are really making financial statements more precise, if they are
really going to be more accurate if we are forced to adjust the ac-
tual earnings by inputting noncash charges derived through a
flawed model in there, into the income statement. And I guess your
position is that because the supporters of this Black-Scholes model
say at best it is kind of right, it is in the ballpark—and detractors,
of course, say it is way off the mark—that instead you want publi-
cation of shared dilution in financial statements in plain English
and that that is going to objectively reflect how stock options are
going to impact shareholdings, is that your position?

Mr. DREIER. Exactly. You got it exactly right.

Mr. ROYCE. The thing I have a harder time understanding is,
when you mandate charts and graphs on the part of the SEC in
order to show the dilution effects, would you have any mock-up or
would you have an example of what you have in mind with respect
to how you are going to convey that?

Mr. DREIER. I don’t know what it would consist of. I can’t tell you
what it would consist of.

Mr. Roycke. The SEC is going to basically make that interpreta-
tion.

Mr. DREIER. Clearly will do that.

Mr. RoYCE. Well, thank you, Mr. Chairman.

Chairman BAKER. Thank you, Mr. Royce.

Mr. Meeks.

Mr. MEEKS. Thank you, Mr. Chairman.

I want to thank my colleagues. This is one of those occasions
when you come to a hearing where you are completely undecided.
I am completely undecided, and the information that you have pro-
vided is very valuable to me to come to a determination because
I think it is absolutely important for the American public that we
bring back some integrity into our system.

My question just went along the same lines of Representative
Scott. You know, I understand the transparency issue, and I think
that it is important. I understand that we don’t need to throw the
baby out with the bath water. The whole thing with executive pay
as to maybe limiting it to something, I want to hear the rest of the
testimony. Because it seems to me that those top executives, par-
ticularly the CEO, the CFO, would be the ones that would have the
ability as well as the motivation, even though you may have trans-
parency issues there, to try to manipulate the value of those stock
options to their benefit because they have it; and that becomes the
key, is to being sure that someone does not manipulate the value
of it so that you have it falling through the bandwagon.

The question I have is, basically, within the bill, is there any
way, any disincentive in the bill to prevent the top executives
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from—you know, other than maybe eliminating them having the
possibility of having stock options so they won’t manipulate the
value of it to their benefit?

Mr. DREIER. Well, I mean, I will just say to you that I believe
that everyone who is involved in a company should have the oppor-
tunity to benefit. Again, I argue that the threat of mandatory ex-
pensing will not hurt in any way the plans for compensation for
those executives, Mr. Meeks. The people who will be hurt by ex-
pensing and those who are moving down the road and some who,
as I said earlier, support the actual elimination of stock options, it
will be the rank and file employees will be hurt.

The reason I say it is that the executives of these companies will
continue to find other ways to be compensated. And I don’t think
that we should stand in the way of their being compensated. I
mean, I am not one who is a proponent of dictating exactly what
the salary level should be for executives. I think that should be de-
termined by the boards of directors and the shareholders. But I
think that empowering people with as much information is as far
as I happen to believe we should go.

I want to thank you for being a cosponsor of our legislation, too.

Ms. EsHOO. To my colleague, Mr. Meeks, you asked I think in
many ways the $64,000 question. I think it is important to keep
in mind that stock options in and of themselves did not cause the
scandal. It was, as you pointed out or touched on, the manipulation
of the statement of earnings and all that followed, which really
goes to the heart of what Sarbanes-Oxley was all about. That is
what that legislation sought to correct. There is now appropriate
and enormous burdens, as it were, which need to be borne legiti-
mately by those at the top of a company where they sign off in
terms of the accounting and everything that goes with it and file
those statements with the SEC. That is an enormous change and
I think is a very important and healthy one to take.

But this accounting standard as expressed by FASB I think, and
I don’t know want to keep repeating it, is so detrimental to what
stock options, the broad based for the employees, would do; and
that is what we are seeking to protect.

I am just as outraged as you and all the members of the com-
mittee, the Congress and our constituents over the abuses. There
is no way to defend the indefensible, and that is what that legisla-
tion directed itself toward. We want to build on some of the things
that we think can and should be accomplished for more trans-
parency. But I think it is a very clear case of what we really should
protect and not cast overboard.

Mr. MEEKS. Yield back.

Chairman BAKER. Mr. Gary Miller.

Mr. MILLER OF CALIFORNIA. Thank you for being here. I am a co-
sponsor of the bill, so I do support it 100 percent.

I agree with you. Executives are going to be taken care of. It is
the rank and file that generally get left behind, if anybody.

It is a great bill. I support it. I am looking forward to the next
panel.

Mr. DREIER. Thank you for your support, Mr. Miller.

Chairman BAKER. Mr. Crowley.
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Mr. CROWLEY. I thank you, Mr. Chairman. I will be very brief
as well.

I want to thank my colleagues for testifying today, Ms. Nightin-
gale for her testimony. Most impressed, especially you, Ms. Eshoo,
in terms of impact on your district, what this means in terms of
job loss, a district that is experiencing a great deal of job loss in
this current crisis.

I had the opportunity of being in India last year talking about
the need for the Indians to be more transparent, to encourage more
investment by the United States investor and at the same time
having to defend our own system here because of Enron, a com-
pany that had considerable trouble gaining a contract, putting a
contract to rest in India. There is still a great deal of bad taste in
the mouths of many Indians, especially the government. So I do
think it was interesting to be talking today about the need for
transparency.

I agree 100 percent that the more the investor knows about what
the stock options are, especially of the top executives, but also the
employees themselves of the company, the more they know about
that as well, I think the broader and more light of day that is
shown on this issue can have a major impact as to the actions of
those who would try to manipulate the value of those stocks to de-
fraud the company, to defraud the people who work there but, more
importantly, to defraud the American investor, the mom and pop
who are now engaged in the stock market like never before.

So I appreciate all of your testimony today, especially you, Chair-
man Dreier. I want to make sure I made the point that the Chair-
man—appreciate having you in front of us as well.

Mr. DREIER. You sound like a co-sponsor of our legislation.

Mr. CROWLEY. Well, not as of yet. But the option is always open,
so we will talk about it.

Chairman BAKER. Mrs. Kelly.

Mrs. KELLY. Mr. Chairman, I have no questions for my col-
leagues. I appreciate their testimony today.

Chairman BAKER. Thank you very much.

Ms. Hooley.

Ms. HooLEY. Hopefully, a quick question to my colleagues.
Thank you for being here today, talking about this issue. I think
it is an important issue for many of the companies.

The question is, if we are going to provide transparency informa-
tion—and I absolutely believe we need to do that—are we going to
treat companies differently if only the executives get stock options
as opposed to a company with broad-based stock options?

Mr. DREIER. Well, I just say that that is information that would
be made available to the shareholders; and, quite frankly, it is my
view that I would rather be invested in a company that provides
options to the Deborah Nightingales of the world who are going to
come up with the creative proposals that will ensure the success
of that company than I would simply to the executives of the com-
pany.

Ms. EsHOO. It is a good question. The legislation doesn’t change
what you describe. In fact, I think today we probably have more
companies in the country that do not offer broad-based stock op-
tions, but it is growing, and that is why we want to protect it. It
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is an important tool. But it doesn’t—the legislation doesn’t differen-
tiate between the two.

Ms. HoOLEY. Thank you. I yield back.

Chairman BAKER. Thank you, Ms. Hooley.

Mr. Inslee.

Mr. INSLEE. Thank you.

I want to thank the sponsors for their work. Because we sat
through scores of hearings in this room following the Enron col-
lapse and the like. I can’t think of a case where this really would
have solved the problem that caused those collapses, and I think
it is important not to let our justifiable concern about those de-
faults lead us to something that may not get where we want to go.

I want to thank you, particularly, Ms. Eshoo, your comment
about there are better ways to go about this, particularly looking
at shareholder approval, which is important to these issues. I hope
we go in that direction. Thank you.

Chairman BAKER. Mr. Kanjorski.

Mr. KANJORSKI. I request a statement be made for the record by
Congressman Pete Stark. It is included together with his state-
ment, an analysis and letters and a bill.

Chairman BAKER. Without objection. Thank you, Mr. Kanjorski.

[The prepared statement of Hon. Pete Stark can be found on
page 86 in the appendix.]

Chairman BAKER. There being no further questions of this panel,
I want to express my appreciation to you for your time committed
to this hearing. It has been very valuable to the committee.

Mr. DREIER. Thanks again for holding this hearing. I know you
will get some very interesting input from the next two panels, and
we look forward to the conclusion that you will draw on that.

Chairman BAKER. Look forward working with you.

Ms. EsH00. Thank you very much to your legislative hospitality,
to the ranking member and to all the members that came to this
hearing today, I think speaks highly of the committee that there
would have been the kind of participation that we saw here today.
Thank you very much.

Chairman BAKER. We have a total of 47 members on the sub-
committee. We had in excess of 30 here today, which speaks to, I
think, the importance of the issue. Thank you for your courtesy.

Ms. EsH00. Thank you.

Chairman BAKER. At this time, I would ask our next witness to
come forward, Mr. Rob Herz. It is my pleasure to welcome as our
next panelist Mr. Robert Herz, Chairman of the Financial Account-
ing Standards Board. Welcome, sir.

STATEMENT OF ROBERT H. HERZ, CHAIRMAN, FINANCIAL
ACCOUNTING STANDARDS BOARD

Mr. HERzZ. Thank you Chairman Baker, Ranking Member Kan-
jorski, and members of the subcommittee.

As you said, I am Robert Herz, Chairman of the Financial Ac-
counting Standards Board. I am very pleased to appear before you
today on behalf of the FASB.

I have some brief prepared remarks. I would respectfully request
that those remarks and the full next of my testimony and all sup-
porting materials be entered into the public record.
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Chairman BAKER. Without objection.

Mr. HERZ. The FASB is an independent private-sector organiza-
tion subject to oversight by the U.S. Securities and Exchange Com-
mission. Our independence from enterprises, auditors, and other
constituents is fundamental to achieving our mission—to establish
and improve standards of financial accounting and reporting for
both public and private enterprises. Those standards are essential
to the efficient functioning of the capital markets and the U.S.
economy because investors and other users of financial reports rely
heavily on credible, transparent, comparable and unbiased informa-
tion to make rational resource allocation decisions.

Our work is designed to provide investors and the capital mar-
kets with the most useful yardstick to measure and report on the
underlying economic transactions of business enterprises. Like in-
vestors, Congress and other policymakers also need an independent
and objective FASB to maintain the integrity of a properly de-
signed yardstick in order to obtain the financial information you
need to properly assess and implement public policies. While bend-
ing the yardstick to favor a particular outcome may seem attractive
to some in the short run, in the long run a crooked yardstick in
the form of a biased accounting standard is harmful to investors,
to capital markets, and the U.S. economy.

In March of this year, at a public meeting, our Board unani-
mously decided to add a project to its agenda to address issues re-
lating to improving the financial accounting and reporting for
stock-based compensation. That decision was based largely on three
factors:

First, the high level of concern expressed by individual and insti-
tutional investors, pension funds, mutual funds, creditors, financial
analysts and other users of financial statements, as well as Amer-
ica’s trade unions, consumer groups, the conference board’s Com-
mission on Public Trust and Private Enterprise, and the major ac-
counting firms about the need to improve the reporting for stock-
based compensation, in particular the need to eliminate the narrow
but often used exception for so-called fixed plan employee stock op-
tions, which are the only form of stock-based compensation that is
not currently reported as an expense in the financial statements.

Secondly, the growing noncomparability and, thus, potential lack
of transparency created by the alternative accounting treatments
presently available for reporting stock-based compensation which
has been magnified by the recent trend of hundreds of major U.S.
companies—sometimes as a result of shareholder resolutions and
votes—to adopt the voluntary expense recognition provisions of our
1995 standard.

And, third, the opportunity to achieve convergence to a common,
high-quality global accounting standard for stock-based compensa-
tion. There is no subject on our current agenda on which we have
received so many strong and heartfelt calls for action. They go be-
yond the abuses of executive pay to just plain wrong accounting.

In April, the Board began its initial public deliberations to con-
sider improvements to the recognition, measurement and disclosure
of stock-based compensation. To date, we have held four public
meetings and have reached certain tentative conclusions.
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In the coming weeks and months, at public meetings, the Board
will continue its deliberations of the many issues relating to this
project, including the measurement issues and special issues re-
lated to private companies, to start-ups, to venture-backed compa-
nies. The Board’s public deliberations of the issues will be system-
atic, thorough and objective. The deliberations will benefit from a
review and analysis of the vast amount of research and other lit-
erature in this area. The deliberations will also benefit from the on-
going input of our constituents, including the advice of leading
valuation and compensation experts that we will consult with
throughout the entire process.

We currently plan to be in a position to issue a proposal—we
have not issued anything yet—for public comment in the fourth
quarter of this year. Any proposal would have to be approved by
an affirmative vote of the majority of the Board. The proposal
would be exposed for an ample public comment period so that all
interested constituents will have the opportunity to provide de-
tailed responses. The Board will also consider whether to hold pub-
lic roundtables or public hearings to solicit additional input on the
proposal.

Prior to making any final decision on any changes to the account-
ing for stock-based compensation, the FASB would consider at pub-
lic meetings all of the input received in response to the proposal.
The Board would not issue any final standard until it has carefully
considered at public meetings the views of all constituents. Like
any proposal, any final standard would have to be approved by an
affirmative vote of the majority of the Board.

We have reviewed H.R. 1372. We note that, if enacted, it would
impose a more than 3-year moratorium on any FASB improve-
ments to the financial accounting and reporting for stock-based
compensation. We strongly oppose H.R. 1372 for a number of rea-
sons.

First, the moratorium would unduly intervene in the Board’s
independent, objective and open process to make unbiased deci-
sions on the substance and timing of improvements to the account-
ing for stock-based compensation. Such intervention would be in di-
rect conflict with the express needs and demands of many investors
and other users of financial reports. Such intervention would also
appear to be inconsistent with the language and intent of the Sar-
banes-Oxley Act and the related and recently issued SEC policy
statement reaffirming the FASB as the Nation’s accounting stand-
ard setter.

Second, the moratorium would have an adverse impact on the
FASB’s efforts to achieve timely convergence of high-quality global
accounting standards on stock-based compensation. The FASB is
actively working with the International Accounting Standards
Board and other national standard setters in an effort to achieve
convergence in this important area and in many other important
areas. The moratorium would likely hamper those efforts and again
appears inconsistent with the language and intent of the Act and
the related SEC policy statement, both of which explicitly encour-
age international convergence.

Finally, and perhaps most importantly, the moratorium would
establish a potentially dangerous precedent in that it would sent
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a clear and unmistakable signal that Congress is willing to inter-
vene in accounting standards based on factors other than the pur-
suit of appropriate accounting. That signal would likely prompt
others to seek political intervention into future accounting stand-
ard activities.

We have all witnessed the devastating effects and loss of investor
confidence in financial reporting that have resulted from companies
intentionally violating or manipulating accounting requirements.
What impact then on the system and on investors’ trust in finan-
cial reports might there be if it were perceived that accounting
standard setting was being deliberately biased toward the pursuit
of particular objectives other than those relating to appropriate fi-
nancial reporting or that the FASB was being blocked from pur-
suing timely improvements in financial reporting?

For all these reasons, again, we strongly oppose H.R. 1372 and
any other legislation that would seek to undermine and impair the
Board’s independent, objective and open standard setting process.

Again, thank you, Mr. Chairman. I would be happy to respond
to any questions.

Chairman BAKER. Thank you, Mr. Herz. I appreciate you being
here this morning.

[The prepared statement of Robert H. Herz can be found on page
113 in the appendix.]

Chairman BAKER. I have a series of questions that go really to
a broader issue. The question of valuation of stock options is a very
fine point on a big platform of issues. It would be my view that if
you go back over the past 24 months and look at the volatility of
the NASDAQ and require an individual to value the options grant-
ed to employees and then look at the value of those options 89 days
later, it would be a very difficult calculation to know which way the
wind was blowing.

On the other hand, the underlying argument for additional trans-
parency and the ability of the prospective shareholder to under-
stand the current valuation of a corporation is something no one
could possibly object to. It would seem the current retrospective
rules-based system that is based on the reporting paper data on a
90-day trail gives a false impression of understanding corporate
performance. Have you or has the agency explored extensible busi-
ness reporting language as a platform on which to have a real-time
market performance analysis where an empowered shareholder
could at the close of business on a daily basis not only look at op-
tions but look at the loss of a particular customer, look at the loss
of a supplier, the award of a big contract?

If we are trying to eliminate volatility, you have to do what large
corporations do in this country on a daily basis: At the close of
business, look at your risk, look at your assets and determine
where you are. Arguing over whether we price options on a 90-day
platform, given underlying market volatility, interest rate expo-
sure, credit risk, if we adopted everything FASB proposes right
now I wouldn’t feel a bit better than I do this morning.

Can you respond?

Mr. HERz. Yeah. Thank you. Very excellent set of questions. I
think you had two main questions in there, one about the valuation
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of stock options, although that kind of led to another broader ques-
tion.

You know, the issue of the valuation first, we are going to have
a hard look at it. We are consulting with lots of experts. Our prede-
cessors 10 years ago concluded that it could be appropriately val-
ued, reliably valued——

Chairman BAKER. Let me jump back in on that point on valu-
ation. Whether we use binomials or Black-Scholes, if you had an
extensible business recording platform, you could sit at your own
PC Apple mainframe and say, the value today at the close of busi-
ness Black-Scholes, value today binomial A, B, C. Then you could
get all the variables because there isn’t a single way to arrive at
value, and the number of variables outside the formula assessment
also vary. So you could plug in different valuables on different
analyses and come up with a recommendation.

Now, the typical investor may not want to do that, but this is
where you get back to turning to my local accountant and say, fig-
ure this out for me, as long as he has got the tools to do it.
Shouldn’t we be moving more in that direction?

Mr. HERz. Well, let me continue. Thank you.

You know I am a big supporter of XBRL and expansion of busi-
ness reporting. You know I was a co-author of a book called The
Value Reporting Revolution: Moving Beyond the Earnings Game.

Chairman BAKER. I have read it many times.

Mr. HERZ. That is something that I think not only we but I think
the whole private sector with I think some regulatory stimulus
from the SEC needs to pursue. I agree with your point there.

The other point is—and that would provide additional informa-
tion. But there is a basic accounting system which keeps a base
score on earnings, cash flows, other things. And all transactions,
whether they be cash, whether salary, profit sharing, and all stock
compensation transactions other than a narrow form of stock op-
tions are accounted for at fair value in the financial statements.
They are scored that way in determining earnings.

And the issue of, you know, can you calculate the value of this
particular instrument at a point in time—and those calculations
take into account current data. They don’t project future data. Take
into account the current prices of stock, current interest rates and
the like, and they calculate values. That is what underlies trillions
of dollars of options trading markets. People trade in options, and
there is a value at a point in time.

I agree that you can get—like you say, you know, you can plug
it in, and you could get values every day and deliver them over
XBRL, and that would be very informative. But that doesn’t mean
that the basic accounting information itself at the date of grant,
the value of the date of grant consistent with all other stock-based
compensation gets scored then.

Chairman BAKER. But that is like taking a photograph of your
child while you are overseas and snail mailing it. By the time it
gets to you, that is what your child used to look like. But that is
not what he looks like today. He has got a buzz cut and a ring in
his ear. I mean, things have changed.
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That is my point. In dealing with reporting in business account-
ing we are still using a system built in many years ago. We are
in the slide-rule era and people are using PCs at home.

Arguing this specific point, although understandably important
in the overall assessment of business performance, I understand,
but it goes to the broader issue of FASB’s policy mission of advising
the policymakers on our end, does the current system provide a re-
sponsive measure of corporate performance, given the decade we
have just endured? I don’t think anyone can say it does, particu-
larly when we are trying to move to an international accord where
there are considerable differences between a rules- and principles-
based system.

Mr. HErzZ. Well, I agree with you. But I think financial reports
are an integral part, a very vital part, because they are the ulti-
mate score, the ultimate feedback. All the other information, in-
cluding the kind of information that I advocated in the value re-
porting revolution, is both supplementary and very complementary.
You get a better picture through all of that.

Chairman BAKER. My time has expired.

I find it very difficult to focus solely on this issue, make a judg-
ment that this is going to satisfy the information that is really
needed in order to make an informed judgment when the presump-
tion for this modification is that people can’t make an informed
judgment using—without modifying the current rule. Although it is
not the obligation of FASB to be concerned about economic models,
many of us in the Congress are very concerned about economic
models and how we can encourage business growth. This goes right
at the heart of that.

Mr. Kanjorski.

Mr. KANJORSKI. Thank you, Mr. Chairman.

Mr. Herz, I want to reiterate for the record you are an inde-
pendent nonprofit organization. Is that correct?

Mr. HERZ. Yeah. We are independent, and under Sarbanes-Oxley
we hope we have been made more independent through the man-
dated funding mechanism that now applies to both us and the pub-
lic company accounting oversight board.

Mr. KANJORSKI. You are charged with establishing a single rule
to apply for accounting purposes to public corporations. Is that it?

Mr. HERZ. Public corporations, private companies and not-for-
profit entities.

Mr. KANJORSKI. It seems that our prior panel felt that this was
above an accounting rule problem but goes to the essence of wheth-
er or not the economy survives and grows. Do you feel your organi-
zation is able to establish a rule for accounting purposes that will
cause greater transparency for the investing public and not inter-
fere with or in some way compromise the growth of the economy
of start-up and high-tech companies?

Mr. HERZ. Yes.

A couple of points there. First, you know, we believe clearly that
better accounting information adds to better decisions in the mar-
ketplace, better credibility in the marketplace; and that has its own
huge economic benefits when you translate it over the whole over-
all economy.



27

Second, and, again, we are not looking per se at the macro
issues, but I can’t help but have noticed that the issue of stock op-
tions is, this particular instrument, according to the U.S. Bureau
of Labor Statistics in the year 2000, which was apparently a ban-
ner year for the issuance of stock options by companies, was only
granted to 1.7 percent of the total U.S. nonexecutive work force.

Thirdly, as I said, in terms of the private companies, start-ups,
we are going to look at that separately, apart from the large public
companies.

Mr. KANJORSKI. So that it is possible to take into consideration
start-up companies and particular specialized high-tech companies,
that they could get a different rule that applies to them as opposed
to across the board?

Mr. HERz. I can’t speak for my fellow board members, but I think
the distinction would be with companies that have an actively trad-
ed stock versus those that don’t.

Mr. KANJORSKI. I am sort of amazed here today that after all
these years it seems to me such a contested issue and the desire
now to impose legislation to affect that. What is your general opin-
ion as to what kind of a precedent this would set, that if the Con-
gress adopts a particular piece of legislation to somewhat change
the independence of FASB in establishing accounting rules?

Mr. HErz. Well, I think—as I said in my opening remarks, I
think it would be a dangerous precedent, because we are constantly
faced with groups that want to basically—they have gotten com-
fortable with the existing rules and how they can then use those
in their business transactions. Any time we want to move things
forward by proposing change to get better accounting, closer to eco-
nomic concepts, you know, we are often opposed by the people who
would rather keep the status quo; and they will always argue eco-
nomic consequences. I think the history of that would show that
those usual dire predictions of major negative economic con-
s?quence were not borne out once the better standard was put in
place.

Mr. KANJORSKI. Do you feel that we also have to take into con-
sideration the international accounting standards that we are in
competition with now in terms of the global economy and that, in
effect, the rule that you are trying to put together and propose
would take us closer to international accounting standards?

Mr. HERZ. Yeah. This issue, you know, was not only looked at by
the FASB over the last 20 years, the last time 10 years ago, but
it has been looked at by the International Accounting Standards
Board and by accounting standard setters in many, many other
counties; and everybody comes to a very similar conclusion about
the accounting aspects of this. As I said, the IASB is ahead of us.
They are intending to propose—issue their final standard later this
year, probably around the time we just issue a proposal. The inter-
national accounting standards will apply starting 2005 for all of
Europe. They are going to apply for Australia, New Zealand, Rus-
sia. They already apply for many other parts of the world that for
years used international accounting standards. So to a certain ex-
tent we would be the odd man out.

Mr. KANJORSKI. Thank you, Mr. Chairman.

Mr. OSE. Mr. Shays.
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Mr. SHAYS. Thank you very much, Mr. Chairman.

For the sake of honesty, I have to disclose that FASB is in my
district. There are many things about FASB that I love and cher-
ish. There is only one that I don’t. That is it sometimes takes you
all too long to act.

I am in a quandary because I believe we need to have better for-
mation of capital, but I also believe that we need to have disclo-
sure. I believe that that people need to know the facts. But what
I am wrestling with is that this is an issue of valuation. In other
words, by disclosing the stock option are we—you are only making
money—you only take advantage of the option if the stock goes up.

I would also say to you I had a number of parents call me be-
cause their children had been given these glorious stock options
which they never took advantage of but had to pay a significant tax
on when the companies went out of business, which was a tragedy
for these young kids who thought somehow they had a great fu-
ture.

My question to you is, why are we acting now and why didn’t we
act 5 years ago?

Mr. HERzZ. I think we are—first of all, let me—three issues, valu-
ation issue, the issue of the stock price going down, and the option
being worthless or deep out of the money, and then why are we act-
ing now.

On the first issue, again, we are going to look at that very care-
fully. Again, the models—and we have got lots of suggestions as to
how to improve the valuation. Things come into our door every day.
You know, again, the models that support the public option trading
markets, whether it be equity options, interest rate currency op-
tions, commodity options and lots of other options, those models all
support this trillion—trillions of dollars of trading in markets. The
question is then can you apply those models to employee stock op-
tions because they have certain other features, including the for-
feitures prior to vesting, nontransferability and other kinds of ad-
justments?

The issue is really what is the cost to the company. Because we
are preparing the financial statements for the company. The ac-
counting standards deal with the company’s financial report.

Mr. SHAYS. You say what is the cost of the company or the value
of the company?

Mr. HERz. It is viewed to be, from the company’s perspective,
what is the value of the instrument that it grants. And that is the
real issue. What is the commitment and hence the value of that in-
strument that is granted by the company unilaterally at that date,
and how do you value that most reliably?

The third issue of why are we taking action now, because we
have gotten hundreds of letters, e-mails, input from people, rec-
ommendations of many, many groups who have studied this to say
that action needs to be taken. I think it has been prompted in the
wake of the—not only the scandals but the market meltdown of
people believing that the financial information was incorrect.

Mr. SHAYS. Is it also an issue of political pressure and is it also
a question of, frankly, not knowing what to do?

Mr. HERzZ. Is it an issue of political pressure in what regard?
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Mr. SHAYS. Well, did FASB feel that for the last so many years
that had they acted there would have been a fire storm that would
have been difficult to contend with.

Mr. HERrz. Of course, I only joined July 1st. So I can only relate
what people have told me. But certainly, after the experience of 10
years ago, I think FASB was a little gun shy and virtually, other
than academics and some people who understood options, no one
supported the FASB at that point. Now there are many, many par-
ties who are not only supporting this change but have demanded
it.

Mr. SHAYS. The bottom line is that there was some—well, part
of it was being a little gun shy, as you say, and from your stand-
point that no longer exists.

Mr. HERZ. I am not gun shy. I am careful, and I study things,
but I am not gun shy, and I don’t think my colleagues are.

Mr. SHAYS. So that issue is resolved.

The second issue is a reluctance because—maybe not knowing
what is the right thing to do. A lot of letters saying you need to
a}cl:t. A}re you totally comfortable that your actions will be the right
thing?

Mr. HErz. Well, I have a lot of confidence in our process. As 1
said, we are early on. We haven’t even gotten to a proposal yet,
which is kind of what I always find amusing.

Mr. SHAYS. So your argument here is let us go through the proc-
ess and let Congress evaluate what we have done.

Mr. HErz. Exactly. We have a very rigorous, thorough and I be-
lieve objective process. We get input from everybody. We send out
a proposal. We get wide comment.

Mr. SHAYS. How long is it going to take for that process to end?

Mr. HERZ. Our goal right now is to get a proposal out by year
end. That would be out probably, my guess, for a 90-day comment
period. We would probably hold some public roundtables. We then
analyze what all the input is.

Mr. SHAYS. Thank you for your good work and the good work of
your organization.

Thank you, Mr. Chairman.

Mr. OSE. [Presiding.] Mr. Gonzalez.

Mr. GONZALEZ. Thank you, Mr. Chairman.

Thank you, Mr. Herz.

I guess I need to frame the question a certain way. I love process.
I love systems. I like predictability. I like to look at other certain
boards or whatever that we look to for their expertise that set cer-
tain standards, that it is my understanding. At the present time,
people are questioning whether—how relevant your standards are
going to be, that they don’t really reflect the real world. I tend to
lean in that direction. I guess I am like Galileo, who really didn’t
believe that the Earth was the center of the universe until the
Catholic church had a talk with him. So while I await some reli-
gious experience, I am leaning over there.

You heard Congressman Dreier, especially Congressman Dreier,
who basically made that analogy with what you are doing today.
Do you share any of their fears, though? Is that what you are going
to do, that you have some sort of accounting certainty in that pure
world of accountants, which is wonderful in many ways, but what
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is the advantage, what is the benefit? Everything that we feared
and that happened and we are trying to avoid, again the Enrons
and the WorldComs, what you are going to do, according to a lot
of people, and again I tend to agree with them, wouldn’t have
avoided any of those disasters or catastrophes. So what I am saying
is, is there a real-world application with what you are about to do?
And do you disagree with Congressman Dreier’s opinion that this
could be something that could be disastrous for many companies?

Mr. HERz. Well, first of all, I also enjoyed Congressman Dreier’s
map of the world. I thought the conclusion was going to be that
California was the center of the universe. But

Mr. Ose. The Chairman would instruct the witness that that is
accurate.

Mr. GONZALEZ. Only if Texas supplies you guys with enough en-
ergy.

Mr. HERZ. I am in trouble because I am from New Jersey.

Mr. OSE. You send it. We are still not going to pay for it.

Mr. HERZ. Nobody from New Jersey here, huh?

The issue on pure certainty, and we are never purely certain, but
I think our process comes up with the right accounting. And I
think accounting is very important. There is a whole discipline to
it, and there is a whole way we measure incomes, show balance
sheets, show cash flows and the like.

I read those articles—or editorials yesterday in the Wall Street
Journal, as you may have; and I know the two gentlemen quite
well, Bennett Stewart and Peter Wallison because I have worked
with them. Some of what they say I agree with, and some of it I
don’t agree with. In fact, the parts that I and others agree with at
the Board, we have been moving aggressively to try and build more
economic concepts into the accounting, more reflection of cash flows
and the like.

You know, there is—just wanted to—because I was struck by
those works, and I particularly—I met with Bennett Stewart when
he was developing his work last fall on Accounting is Broken—
Here is How to Fix It—a Radical Manifesto. He suggests a number
of adjustments to accounting, and one of the ones he suggests are
stock option grants are an expense.

He says many corporate managers have found it difficult to un-
derstand that the cost of handing out options is an expense because
they have collapsed two steps into one. An employee option grant
is substantively the same as compensating the employee with cash,
which is an obvious operating expense, and then compelling the
employee to turn around and use the cash to purchase an option
from the company for its fair market value. The true option ex-
pense is given by the option’s fair market value of the date of
grant. Once the option is outstanding, the employee becomes like
any other equity holder and the gains and losses from exercising
the option or letting it expire should not be recognized as a cor-
porate expense or income item.

He goes on to expound as to why, you know, based on economics
that is just the right answer. He has other adjustments. For exam-
ple, he strongly argued about special purchase entities that they
ought to be consolidated. Well, we took care of that earlier this
year. He argues that there ought to be better delineation between
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operating items in the income statement and financing. We totally
agree. We are working towards that with the International Ac-
counting Standards Board. So we are working on those kinds of
things in order to improve the utility of the information.

As to the disastrous impacts, no, I don’t believe there will be. I
believe that certain companies have gotten used to using a par-
ticular form of stock option.

Let me be very clear on this: There are many forms of equity-
based compensation. There are restricted stock grants. There are
employee stock option plans, ESOPs. There are various forms of
stock options, stock options that are tied to corporate performance
or unit performance. There are stock options that are tied to an in-
terest rate, that are tied to your performance relative to a competi-
tor’s performance. And all of those get expensed. There is just this
one form which has been an accounting anomaly for 30 years now.

Mr. GONZALEZ. Thank you very much.

Mr. OseE. Mr. Herz, I just I believe you have set a new record
here with your submitted testimony.

Mr. HERZ. We like to be complete.

Mr. OsE. I do want to compliment you on the thoroughness of
your presentation.

In the attachments, attachment number 7, there is a submittal
from the conference board I believe, and one of the footnotes—the
Conference Board, Commission on Public Trust and Private Enter-
prise. One of the footnotes on page 5 indicated that a Merrill Lynch
study shows that expensing stock options would result in a decline
of approximately 70 percent in earnings per share in the high-tech
industry compared with declines of 12 percent in telecom industry,
9 percent in the consumer materials industries, from 2 to 7 percent
in other industries, and 10 percent in the overall S&P 500.

Now there may be some accountants within our membership
here in the House of Representatives, but I can tell you that every
one of us would hear about declines in valuation of 401(k)s and
IRAs and individual portfolios. If expensing stock options were to
cause a decline in the value of people’s portfolios, why would any
Member of Congress vote for it?

Mr. HERZ. Well, it is because I would hope that you would be-
lieve in the importance and value of the right information. The
right information then leads to certain things happening, people
understanding what the performance really is.

Mr. OSE. You are suggesting Sarbanes-Oxley does not accomplish
the transparency that you are seeking.

Mr. HERZ. Well, I think on this issue, clearly this issue has been
left unresolved. It was left to us to decide whether or not to try and
address it, and based upon all the input we decided unanimously
that it was something that needed to be addressed.

Mr. Osk. I do want to highlight one point. Within the financial
statements of America’s corporate industry, those that are publicly
traded, are the impacts of dilution reflected in the statements
themselves for granting of options?

Mr. HERZ. That is an excellent question. Earnings per share is
a calculation. It is a metric. It is not part of an accounting system.
All it says is that if you—everybody who basically, you know, could
be a shareholder based on a calculation you then divide that into
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the current earnings number. So it is not captured—economic dilu-
tion is not captured in the accounting numbers.

It is the same issue as, for example, you know, if you pay a law-
yer with stock or stock options, it is absolutely clear that you would
show that legal expense as an expense and you would reduce earn-
ings. You would also show it in the numerator to the earnings per
share calculation in addition to the denominator. The only instru-
ment which escapes that treatment are these so-called fixed plan
stock options. They get in the earnings per share calculation once
the option is in the money, but they don’t get an economic charge
in the income statement.

Mr. OseE. Within the statements themselves, perhaps in the foot-
notes, are not the effects of dilution reflected?

Mr. HERz. There is a pro forma disclosure that came about as a
result of the FASB’s action in 1995. Most of the commentators that
we have had for a variety of reasons that, you know, users of finan-
cial statements have said that is not adequate. It needs to be
factored into the accounting numbers themselves.

One of the reasons is that they cite—I guess there are a couple
of reasons—is they use not just earnings per share numbers, but
they also calculate all sorts of other numbers based on the account-
ing numbers, things like return on equity, return on assets; and
unless you put it into the accounting numbers, it makes their life
quite difficult. Further, they pick up numbers from databases, and
unless you put it into the accounting numbers those things are not
picked up.

Mr. OSE. But the information is in the statements.

Mr. HERZ. The information is in a footnote. By the way, it is in
an audited footnote. It has been there for——

Mr. OsE. Sort of like this.

Mr. HERz. Which, by the way, is covered by the Sarbanes-Oxley
certification—has been. And it is there. But it is not—it is a pro
forma number. It is kind of like saying on special purpose entities,
why don’t you just put the information relating to a special purpose
entity in the footnotes and don’t make them show the debt or the
assets on their balance sheet.

Mr. OsE. We will come back to the special purpose entities, be-
cause that is not related to this issue at all. But my time has ex-
pired.

I would like to recognize Mr. Emanuel.

Mr. EMANUEL. Thank you, Mr. Chairman. I will follow up with
a question I asked earlier.

We have got this either/or choice and a failed attempt to try to
find if there is a middle ground here. Has anybody looked at or
have you looked at the difference of how you would—whether you
would expense stock options on a private—not private but a public
company, recruiting—they are used differently for a big public com-
pany versus an early stage company.

I have this kind of aversion to Congress getting into the account-
ing business. I have an aversion of FASB getting into the—no. But
how do you get towards maybe finding at a certain point whether
it is a market capital company, you—maybe it is a stupid question.

Mr. HERz. No, I think it is an excellent question. It is an excel-
lent question. It is a question we intend to look at. Because cer-
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tainly, if nothing else, the valuation issues when you don’t have
publicly traded stock become of another realm on valuing an op-
tion. Companies that have publicly traded stock they may them-
selves have traded options. So when you have a private company,
a start-up, even if it is pre-IPO I think that is a real issue.

Plus you take a start-up, and you get six guys together in a ga-
rage, and you say we are going to divide, you know, divide it into
six pieces, that to me is a formation issue, a founders issue, rather
than a compensation arrangement. So we are going to look very
carefully at those issues and where that dividing line might lie.

Mr. EMANUEL. Because I think this—you know, companies use
options to attract talent early on, which is so important to the cre-
ation of that company and its ability to go public, that options may
be used later on in later stage companies that one could argue it
is—I think the panel before you, one of the members—one of our
colleagues said it is like other forms of compensation package.
Well, health care, retirement benefits therefore do get expensed at
t}llat level. Why options would be treated differently is something
else.

On the other hand, I am sensitive to the fact that it has become
so ingrained in the culture, in the economy and the everyday run-
ning of a business that you don’t want to—you know this is going
to have a negative effect. A decision that you guys made to expense
options will have a negative impact. And maybe short-term compa-
nies and CEOs and management will adjust, but to disregard it
at——

Mr. HERZ. Remember, across the whole capital market, as I said,
according to the statistics only a small portion of nonexecutive
workers receive stock options; and of course we have gotten fairly
strong support from the trade unions that represent America’s
workers on the need to change the accounting. So, you know, I
agree with your thinking, the thinking about different companies,
different uses.

Mr. EMANUEL. Most importantly, different points in their matu-
rity. That actually, rather than this being linear, options change
over time as the company has developed into a different place,
where it started and where in its midlife, so to say, and that there-
fore the options become something different over time, et cetera. I
don’t know, as you look at that, you think about it as you guys ana-
lyze this.

Mr. HERZ. Thank you.

Mr. EMANUEL. Thank you, Mr. Chairman.

Chairman BAKER. [Presiding.] Mr. Toomey.

Mr. TooMEY. Thank you, Mr. Chairman; and thank you, Mr.
Herz.

I may be getting in a little over my head here because I am not
an accountant, but I do understand something about the economic
of options. I used to trade options professionally.

One of my concerns here, and I appreciate this is a tricky di-
lemma that we face here, but I guess my concern is whether or not
the proposal that seems to be coming from the FASB here is going
to best reflect the economic reality of these transactions. And spe-
cifically my concern is that if you go down the road of expensing,
which I am not advocating, but as you seem to be heading down
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that road, it occurs to me that you may be doing it in a way that
by design almost necessarily misrepresents the economics of the
transaction. Because you recognize an expense at one point in time
sort of, you then spread it over the life of the option, but you never
do anything to reflect the change in value.

As you know, if a company were to short a call option on another
company, which is what this is, we are taking a short position and
a call option on one’s company, you would have that as a liability
which would you then mark to market. You would capture that
value on day one, but you would then recapture the change in
value if it diminished in value or you would show greater expense
if it became a greater liability. But that provides a convergence to
economic reality.

And I understand that what you are doing instead seems to be
more consistent with the way other forms of equity are treated, but
it seems to end up misrepresenting the economic reality. And now
I am further concerned—and one of the reasons I am not com-
fortable with expensing is if you go down this other road of show-
ing it as a liability and marking it to market, you create this bi-
zarre anomaly of showing earnings or losses that are a function
solely of fluctuations of the stock price and have nothing to do with
the operating forms of the company, which one suspects this is not
necessarily very useful to investors, which is why I sort of end up
thinking that really the best reflection of the economic reality here
is to show the impact of the dilution in the event that the options
are in fact issued.

So could you comment on this? It seems to me—and I don’t mean
to be harshly critical here, but it seems to be almost a half measure
in terms of capturing expense, because it never captures the
change that would better reflect economic reality.

Mr. HERZ. Yeah. I don’t know if I can do justice to this discussion
in this hearing or make my points succinctly enough, because this
is an issue that we and accountants and economists have debated
for a long, long time, the issue of when to measure. We call it the
measurement date issue. Do you measure it solely at grant date?
Do you measure it from grant date through to the vesting date
when the person has performed the services, or do you measure it
right to the exercise date, kind of like the way the tax method does
it? And there can be arguments for all three, but I think the argu-
ment—the last argument that you argued about—maybe it was the
next to the last one about the idea of marking it to market right
through exercise date, there are some proponents that would say
not only employee stock options but all call options issued by a
company ought to be accounted for that way, including a call option
that is embedded in convertible debt or warrants that a company
issues for financing or to obtain goods and services. That is an
issue we are looking at also internationally in terms of the distinc-
tion between liability and equity. Where is that line?

Accounting traditionally has drawn the line at things that are
equity, a stock option is an equity, just like a share of stock. And
when you use that to acquire goods and services, that becomes the
measure of that transaction.

Now, I would posit that that is the accurate measure of that
transaction at that point.
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Mr. TOOMEY. Is or is not?

Mr. HERZ. Is. The question then is, is something else going on
after that, which is more of a financing item, and I think you would
have to look at it not only for just employee stock options but all
call options that a company may issue related to its stock. We are
going to look at that, but I think the measure of the compensation
or if you use options to buy goods, that is what they are recorded
at at that date. That is a pretty clear issue in accounting right
now.

Mr. TOOMEY. It just seems worrisome to me that we would go
down a road that says we will knowingly and intentionally refuse
to recognize that an expense that we put on an income statement
on day one and that we subsequently learn is never going to occur
in any economic reality but we are never going to do anything
about correcting that, and that is where you end up if you don’t do
the—again, I am not advocating that we use that model, but that
is—given that inherent set of difficult choices, it seems the dilution
model is rather appealing.

Mr. HERZ. Yeah. I understand the accounting conclusion is dif-
ferent. The conclusion of many economists, including Chairman
Greenspan, including three Nobel prize winners, is not that. But it
is a good debate to have.

Mr. TooMEY. Thank you.

Chairman BAKER. Thank you, Mr. Toomey.

Mr. Gonzalez.

Mr. Crowley.

Mr. CROWLEY. Thank you, Mr. Chairman. Thank you, Mr. Herz,
for being here today and for your comments. I think that many of
us could look back in the 1990s and see both the positive and the
negative effects of the market and what took place during then, es-
pecially in the high-tech industry, but I think we can all agree that
for overall what took place during the 1990s was highly beneficial
towards the economy of our country, and especially the growth of
the high-tech industry and the impact that that had. Many would
argue because of the ability to not have to necessarily expense
these items that that actually encouraged growth in development
within high-tech, and it has bee